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Customs Unions, Free-Trade Areas, and Related Arrangements 

 

1) Customs unions: Member countries drop internal tariffs for trade among themselves. They set up a 

common tariff schedule against outsiders.1 

2) Free-trade areas: Members drop internal tariffs against each other but retain separate tariff systems 

against outsiders.2  (Free-trade areas require elaborate customs rules to avoid entry of imports from 

non-members via the lowest tariff member.  Rules must designate how much of a product must originate in 

a member state before the product is considered for zero-tariff treatment by partners). 

3) Partial arrangements: Free trade in some goods but not others.3 

 

Effects of such arrangements: 

a) Trade creation: Lowering of tariffs to zero between members brings about increased trade within the 

trade bloc. b) Trade diversion: Availability of trade at zero tariffs among members (artificially) reduces 

their incentive to trade with non-members. 

                     
1 A common market is a customs union which also permits free trade of factors of 

production.  The European Economic Community (or European Common Market) was 

created in 1957 by Belgium, France, Luxemburg, Holland, Italy, and West Germany.  

As the agreement enlarged to included Britain and other countries, the member states 

became known an the European Community (EC) and later European Union (EU).  The 

EU has gradually subsumed countries from the EFTA group (see next footnote) and 

may eventually extend into the former communist countries of Eastern Europe.  (It 

automatically absorbed the former East Germany when that country was reunited with 

West Germany.)  The EU has many political institutions that go beyond a simple 

customs union. 
 
2 The most prominent free-trade area is the North American Free Trade Area (NAFTA) 

first established in the late 1980s.  It originally consisted of the U.S. and Canada 

but was extended to Mexico in the early 1990s.  The European Free Trade Area (EFTA) 

was originally established in 1960 by Austria, Denmark Norway, Portugal, Sweden, 

Switzerland, and the U.K. and was later expanded to Finland and Iceland.  However, 

its members have been subsumed over time by the EU. 
 
3 Prior to NAFTA, the U.S. and Canada had a free trade agreement just in new cars.  

The EU and EFTA negotiated an agreement in certain industrial goods. And the EU 

has partial arrangements with certain non-members such as Turkey and Israel. 
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Before union, "World" price is Pw. Tariff is t.  Price in partner country 

is Pp. Since Pp > Pw, imports come only from world.1 

 Imports = Q1Q2. 

After union, Tariff is t against world but zero against partner. Country 

now imports only from partner2 (creation) and not from world (diversion). 

Domestic price falls from Ph to Pp. 

Imports = Q3Q4. 

Consumers gain e + a + d + b 

Producers lose e 

Govt. loses d + c. If a + b > c there is a net gain. 

                     
1 We assume both Pw and Pp are fixed, i.e., the country shown on the figure is too small to affect foreign prices. 

Alternatively, we could assume that Pp is the partner price that will prevail after the union while Pw is the world price 

that prevails before the union. 

 
2 And imports more than it did before the union. 

 

    a    b   

 

     c 



100.3 

 

Customs unions (and similar arrangements) are examples of "second best" solutions.  A drop of all tariffs to 

zero would be most efficient since consumers could buy imports from cheapest source at Pw.  Union permits 

some drop in price but diverts production to an inefficient source.  Price cut produces welfare gains as trade 

is created at lower price at home, and as we cut back inefficient home production. So we may get net gain or 

loss.  If our demand and supply curves are inelastic (steep) we get less gains (a + b are smaller) so there is 

greater chance of a loss.  If partner price is only slightly above world price, trade-diversion causes little 

inefficiency and net gains are more likely.1 

 

Note: This static welfare analysis omits considerations of greater competition, possibilities of realizing 

economies of scale, cultural interchange, etc.  The European Union liberalized factor mobility as well as 

trade, and it has been argued that the EU experienced all these gains.  Trade integration agreements often 

involve political objectives as well as economic objectives. 

                     
1 What is the intuitive meaning of the loss of area c? Area c is the old volume 

of imports times the inefficiency margin of the partner.  After the union, the 

partner assumes the role of producing Q1Q2 that the "world" used to produce. But 

the partner produces Q1Q2 inefficiently.  Hence, area c is a sort of deadweight 

inefficiency loss.  The govt. loses it as revenue but no one gains it back.  Note 

that despite the partner's inefficiency compared with the world, the partner is 

still more efficient than the domestic producers in supplying Q3Q1, and Q2Q4. Hence, 

areas a and b do not appear as losses, unlike c. 


